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UNE-P ¢ ics: Revenue Impacl - SBC
L1 lsconomics: levenue impact - Sbu
Plus Plus: Plus: Plus: Jotal Less = Total
Basic Local Service SLC Vertical serv.  AccessfntralLATA tolt USF Retail Revenue UNE-P Revenue Losl
Hhnois 1750 449 300 590 037 3136 897 22.44 )
Indiana 1250 5419 900 500 0.47 24§ 1707 15 34
Michggan 2100 53t 9.00 500 043 4074 1274 2800
Ohig 1475 535 9.00 500 042 KLR(¥) t441 1961
Wisconsin 1995 503 900 hon 023 /n 1968 1953
Caltorma 1997 440 990 5.00 44 29 81 H68 12 1]
Connechcul 1254 569 900 500 052 3285 081 1204
Nevada nvs 576 o900 5060 054 055 217 938
Arkansas 395 520 900 500 048 51.63 16 57 3h06
Kansas 1445 570 9.00 500 048 3413 1639 1774
Missoun ¥ 16 9% 5720 900 .00 . 048 36 58 193 1771
Oklahoma 17728 570 900 500 048 3% 18 45 1351
Tenas 1994 570 00 500 048 ¥63 17.91 nn
Average(Total 14.88 493 9.00 5.00 0.44 W25 14.50 19.76
Avy. Ametitech 15.65 5.0% 9.00 5.00 0.39 3513 13.40\ 21.713
Loop { ocal Swilching Tandem switching  Shared transpon \

Urban Suburban Rurai per port per MOL per MOU per MOU Avg. UNE-P
thnoss 750 107 1140 501 unbimted 0.0002 0008 B9y
Indhana A0 B 15 B 99 534 00034 0.00063 roon7 177
Mrchigan LEH B3 1254 253 aomz2 qooi1 00004 1274
€ 114] 593 797 952 463 00037 0.0007 A iLEN
Wisronsn 10 90 1090 1090 498 (035 00007 n.no 1968
Cahloimia ER3 127 1963 088 0.0008 {0001 0001 11 GR
Connechcut 195 1703 1969 LY 00072 00029 na 7081
Nevada nrs 2766 66 31 LR 00016 0 05118 nni73 2t
Arhansas 1186 1364 22 161 00018 00017 00004 1657
Kansas 1186 1364 23 161 00013 0 0n0a 00004 1619
Mrssaun 71 wh 13X 206 a0021 00008 0.0004 19 37
Dklahoma 174 1365 76.25 237 1 on29 09010 na Al
Teras 17 14 1365 1398 290 G007t 1 0008 DOINY 179
Average .85 11.32 1801 21 0.0018 2.0006 00008 14.50
Avg. Ameritech 6.37 [: B3] 10.79 4.39 60019 0.0006 0.0005 1240

& UBS Warbure,
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UNE-P Economics: Revenue Impact - BellSout

Plus: Phrs: Plus: Plus: Total Less = Yotal
Basic Local Service SLC Vedical serv.  AccessAntral ATA tol) USF Retail Revenue UNE-P Revenue | ost
Alabama 165 30 600 1150 500 049 3929 7282 th 47
Flonda 1140 600 11,50 500 049 3399 16 69 17.30
Georgia 17 45 600 11.50 500 0.49 4044 18.79 2165
Kentucky 1840 600 tE50 5.0¢ 049 4139 15.12 28627
Louisiana 1264 600 1150 5.00 049 3563 2108 1255
Mississipp 1901 6 00 1150 500 049 42200 7 2023
North Carohina 1319 6.00 1150 5.00 049 3618 18.69 1749
South Carglina 1503 6.00 1150 5.00 049 3402 19.43 18 59
Tennessee 1215 600 1150 500 049 3514 17.18 17 9%
Average/Total 13.73 6.00 11.50 5.00 0.49 3672 18.43 18.29
L
Loop Local Swilching Tandem switching  Shared transport
Urban Suburban Rural per port per MOU per MOU per MOU Avg. UNE-P

AMabama i524 2475 4485 207 00020 0.0015 00015 7782
Flonda 279 1727 3136 140 00008 00062 0 0000 16 6%
Georgia 1471 1641 2608 185 40016 0.0007 0 0007 18 /¢
Kenlucky 10 56 1534 Iin 149 00012 0.0002 00004 1512
Louisiana 1405 2414 4930 755 00021 noaos 00047 2308
Mississipp 1558 2065 2951 21 00024 0.0008 00004 2177
North Carolina 12Zn 2124 3365 219 DounI7 0.0009 . Donod 18 A9
South Caroina 14 94 2119 %572 165 000t 0.0007 0.0005 1943
leanessee 1319 1723 25 1.89 0 0008 00010 {00 17 18
Average 11.26 18.96 kA g 119 0.00%3 0.0006 0.0006 108.43

aga UBS Warbure
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UNE-P Economics: Revenue Impacl - Qwesl

Plus. Plus: Plus: Plus Total Less: = Total
Basic Local Service SLC Vertical serv.  AccessfintraLATA toll USF Retail Reveaue UNE-P Revenue Lost
Anzona 1318 600 B.00 500 056 3274 2810 464
Colorado 1492 600 8.00 500 (56 3448 12 89 2160
ldaho 14 48 600 800 500 0.56 404 744 1159
lowa 1968 472 800 500 056 995 f7 15 17814
Minnesota 14 36 459 8.00 500 056 3281 1345 19 36
Monlana 16.73 600 8.00 500 0.56 36 2% 2034 895
Hebraska 1923 516 8.00 500 056 37.95 7519 12.75
New Mexco 1066 600 8.00 50 056 3022 211 L1}
North Dakata 17 69 6.00 800 5.00 056 w5 7290 1435
Oregon 1380 600 800 5 0f} 056 136 20.66 12710
South Dakota . 16 65 600 800 500 0456 kM 239 1267
Utah 1103 600 300 500 056 3059 1445 nu
Washington 12 50 597 800 500 056 3108 10.17 PN
Wyoming 2an 500 Aon 500 0.5 42 65 .25 14 40
Average/Total 1375 5.75 8.00 5.00 0.56 33.06 18.33 14.73
Loop Local Swilching Tandem switching  Shared transport
Urban Suburban Ruvat per port per MOU per MOU per MOY Avg. UNE-P

Anzana 18 6h M 5653 161 00078 00014 0 0009 810
Colivada 5 a1 123 3279 186 01020 00020 00020 17 84
idaho 15 R1 2401 4092 134 noaiy non3? 0027 7
towa 3 1564 2727 115 0007 40042 0] 1715
Minnesota BAt 1233 2193 §08 Q0018 [tRLIER] 0o 1145
Monfana 2310 2390 2l 158 00007 0 0068 noms 21
Mebiaska 1514 3505 7792 247 00007 00074 00n12 s
MNew Mexicn 17 15 0310 7523 138 noon 0.0016 Qonig 2074
Norh Dakola 14178 7497 56 44 127 007 0.0084 00044 779
Oregon 1395 2570 56 21 176 00013 0.0016 00000 2 b6
South Dakola 7o 1554 2437 184 00035 00617 ooni4 M
{Hah 177 1176 02 094 0076 onan 00009 1945
Washingion 641 1135 1276 134 00017 0.0014 060227 Wiz
Wyoming 1981 2691 3013 264 00038 0.0016 nonni 78735
Average 12147 19.86 RIN Y 148 0.0017 0.0020 0.0014 10.13

o6 UBS Warbure
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UNIS-P Economics: Calculating the lmpact

2) Estimated Average Retai/ COGS and SG&A per Line Based on
Existing Wireline EBITDA Margins

— Assumes residential wireline margins are equivalent to total wireline margins
3) Calculated Wholesale EBITDA Contribution
— a) Btimated average wholesale COGS and SG&A per line

Assume 5% avoided cost in COGS; 20% avoided cost in SG&A

- b) Compared this cost structure to revenue from wholesale UNE-P rates

o LIBS Warburg

COGS 5,G&A EBITDA % of COGS % of 5,G&A Caiculated
(% of sales) {% of sales) margins  avoided avoided EBITDA margins
S8C 35% 25% 40% 5% 20% -24%
vz 3N% 24% 45% 5% 20% 4%
BLS 27% 23% 50% 5% 20% 13%

18



UNE-P Economics: Calculating the Impact

¢ EBITDA Per Line
— SBC - UNE-P Average ($3.51) vs. Retail Average $13.53
— BellSouth - UNE-P Average $2.47 vs. Retail Average $18.12
— Verizon - UNE-P Average ($0.68) vs. Retail Average $14.59
— Qwest - UNE-P Average $1.03 vs. Retail Average $14.69

EBITDA per UNE-P line is negatve.

| . 18 stales generale neg EBITDA per UNE-P line.
i3 8 are n SBC region, 6n VZ. 310 Q, 1 BLS
¥ 15

SRONTL 5 WA 0o VT r UMY GI TN RY MY NY MRS WL NT AN MODE P MDD YA GA Y OK BN [T WY S0 NG (G SD M 0

STEOTE NN ST A WY SN LA M SH B Ay

Source: UBS Warburg LLC and company reports

1IN - " John Hodulik, CFA
% UI)‘S \\ dl l”” ?'"‘ (212) 713-4226, john hodulik@ubsw.com 19
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UNE-P e ics: Prolitability Impact - SBC
-1 lbeononuies: Prolitability lmpact - y
Retail Profitability Wholesale Profitability
Gross cOGS Gross S,G&A exp. EBITDA { EBITDA Lost/ FCF FCF Lost
COGS Profit S,GAA exp. EBHDA 95% of ret COGS  Profit  80% ofrel S.GEA  EBITDA lost | Revenue Lost lost | Revenue Lost

Wnois 1085 2014 775 1240 1030 1319 620 758 1998 B9 0% 1339 60%
indiana $ 0 2079 800 12 80 1064’ | 644 £40 004 1276 83 2% 855 96%
Michigan 14N 7620 1008 16 12 1340 067 806 4n 2485 88 7% 1665 5%
Ohio 1176 2184 840 1344 AT 3 672 343 1692 Bh 3% 1134 58%
Wistonsin 1364 2534 975 1559 1296 67?7 780 -108 16 67 85 3% 117 8%
Calilornia 1028 1909 734 1175 977 191 587 396 1571 BR 6% 1052 8%
Connecticul 13 28 2095 806 1289 1072 1009 645 b4 925 76 R% 820 A%
Nevada 1050 1951 750 1200 998 119 600 519 682 77 1% 457 4%
Atkansas 17490 325 1279 2046 7m 044 1023 1067 313 68 8% 7086 H4%
Kansas 1178 B B 1346 119 520 673 153 1499 R4 5% 1G04 5%
Missouri 1264 147 93 14 44 1200 736 722 014 1430 B 1% 958 56%
Oklahoma 1102 7046 787 1259 047 798 630 168 109 B0 % 73t 54%
Texas 1370 7945 979 1566 1302 489 783 294 1860 8% 6% 12 45 57%
AveragelTatal 1181 Fak: 845 1353 124 325 B.76 -351 17.04 85.7% 11.41 58%
Avg. Ameritech 12.16 22.58 859 1390 11.55 185 5.95 510 18.99 B1.4% J_?_TEJ 59%

& UBS Warbure
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UNE-P Economics: Prolitability hmpact - BellSouth
Retail Profitability Wholesale Profitability
Gross COGS Gross 5.GAA sxp. EBITDA | EBITDA L ost/ f FCF FCF Lostl
COGS Prafit S GAA erp. EBTOA 5% olrel COGS  Proft  80% ofvel SOAA EBNTDA tost | Revenue L ost ‘ost | Revenue Los\
Alabama 1048 832 892 19 40 995 12.86 714 573 1367 8310% 304 55%
Florda £05 4 46 7 1675 859 ¢ B10 616 193 14 87 B5 6% 979 57"%
Georgia 1079 2916 919 1998 16375 855 735 120 16 78 BA 8% 12 4t 5%
Kenlucky 1104 29 86 941 20 45 1049 l 46) 753 -7 B9 21134 80 9% 1543 5%
Lowsiana 9415 7965 808 17 57 901 14 06 647 ] 9497 79 4% 59 57%
Mississippr nn 10 30 955 2076 1065 1112 764 348 1727 854% 1 3%
North C.arolina 964 h 05 821 17 85 915 954 657 797 1487 85 1% 983 5%
South Carolna 1013 27 40 863 1877 963 980 691 289 15 87 854% 10 49 56%
Tennessee 93 7529 797 17 33 889 829 638 19 1541 85 8% 1014 5%
Average/Total 9718 %45 333 18.12 929 913 657 2.47 1565 B5.3% 0.4 37%

% UBS Warburg
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Retail Profitability Wholesale Prolitability
Gross COGS Gross SGAA exp. ERITOA | EBITDA Losy FCF FCF Lost
COGS Profit $,GlA enp. EBITDA 95% ofrel COGS Profit B0%ofret S.G&A EBITDA lost { Revenue Lost lost | Revenue Lost

Conhectagd 02 27 85 795 1490 975 1105 636 469 101 789% 675 5%
bC §50 2115 738 13719 503 6 B4 588 096 12 B4 A36% A4a 55%
Delaware %o 215% 751 1408 921 681 601 080 1328 814% R 5%,
Marylang 1132 19 876 1643 1075 BO7 T 106 15y B4 2% 10 15 56%,
New Jersey 842 1845 B 53 12 3h B 09 452 527 075 131 A50% R67 56"
West Virgiua 1519 BEEN 1176 2205 1443 1207 941 265 1939 Ba 0% 17 A1 56"%
Pennsydvania 980 PAN:Y] 759 1422 931 HB1 607 026 14 49 B4 4% 957 0%
Vinginia 10 32 2252 783 14 69 961 745 627 119 1350 BI6% By2 55%
Maine 1127 2508 RI7 16 36 1070 464 698 2M 1869 B6 1% 1235 5%
Massachusents 14y 2hdd R84 6 58 10 85 474 708 784 1947 B 0% 1783 S7%
New Hampshie 19 50 2336 B13 1523 997 1557 650 97 617 (94% 408 46%
Hew York Sh2 2147 a4 11497 914 319 596 7 1674 A6 8% 1106 5%
Rhode tslang 7R 24 (1) a1 1565 10 74 7 6 6B 10 54 A1 64 4% 138 4%
Vennoni 1143 567 893 1674 1095 289 714 475 2099 Bi 7% 1387 58'%
Average/Total 10.05 iy 178 14.59 9.55 5.55 65.22 40.68 15.26 85.3% 10.09 6%

o UBS Warbur
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Retail Profitability

Wholesale ProRtability
Gross COGS Gross S.GAA exp. EBITDA | EBITDA Lost/ FCF FCF Losy
COGS Profit $,GAA exp. EBITDA 5% olrel COGS Proft  80% ofrel S.GAA EBNDA lost | Revenue Lost fost | Revenue Lost

Arizona 1% 2097 505 12 87 1070 17 40 644 1097 191 41 1% 105 23%
Crlorado 1187 2205 AAR 1357 R} 160 6578 519 7% Bh B% 1031 AR%,
Idaho 1172 2176 B 37 1339 1113 7 nu 670 LEY) 877 157" A8} a2%,
lowa 1079 1911 735 1176 178 738 588 150 1076 80 1% LR 44%,
Minnesita n 29 70 9% 806 37 90 1077 29? 645 in 1663 85 9% 914 A%,
Montana 1251 737 313 4 29 1188 15 46 715 832 597 Bh 8% inm 37
Nebraska t3108 7430 935 495 1243 1276 748 529 947 75 8% W &%
New Mexco 103 1978 742 1185 9BH 1188 59) 595 591 69 8% 175 J8%
Norlh Daketa 17 A4 2385 217 1468 12 20 1070 734 336 TN 780% 627 43%
Qregon 1148 FARY; 320 1312 m 975 656 kL] 993 78 7% 546 A1%
Soulh Dakota 17 48 237 891 14 26 1185 ¥169 713 455 970 76 6% 533 42%
Litah 10 51 19 52 754 1201 598 9 46 601 346 8 56 76 A% in A%
Washingtnn 100 A2 7RG 12 57 10 45 028 628 K0 18 57 87 4% 10 22 48%
Wynming 474 A7 1053 16 84 1400 14 26 842 584 1100 16 4% h 05 42%
Average/Total 1138 2113 813 1300 19.81 153 650 1.03 1198 B1.3% 6.59 5%

o6 UBS Warbury
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UNL-P Economics: Calculating Lthe Impacl

¢ 4) Estimated Future Line Loss in Each State

— SBC: Lost 692K lines to UNE-P in 2Q, up from 358K in 1Q
- We believe roughly half of these were in June alone
- AT&T entered iL and OH in mid-June, CA in early August
- We expect line foss of Tmin Q3 and 1.2m in Q4
— Be‘IISouth: Lost 278K lines to UNE-P in 2Q, up from 239K in 1Q
- Losing 100-120/ quarter to reseller in Florida
- AT&T in Georgia and is likely to enter Florida as well
- We expect line loss of 300K in Q3 and 400K in Q4
- Verizon: Lost 110K lines to UNE-P in 2Q, up from 64K in 1Q
- AT&T increasing marketing expenditures in New \‘fork
- Announced entry into New Jersey in September

- Expect to enter Pennsylvania in 4Q

- We expect line loss of 230K in Q3 and 500K in Q4

o UBS Warhure
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UNE-P Economics: What's the Call?

¢+ Downgrading the Bells (BLS, SBC and VZ)
— Expect the group to perform inline with the market over the next 12 months

— Dividend yields should provide a backstop on valuations

¢ Economics of UNE-P worse than expected for the Bells
— Will put additional pressure on Bell margins and earnings

— SBC and BellSouth are the most exposed

¢ Line Losses Will Likely Accelerate in 2H02
— AT&T and Ml
— No near-term regulatory relief expected

¢ Long Distance is Only a Partial Offset

— Local revenue is much higher margin than long distance

— To breakeven on the EBITDA line, Bells need to add 5.4 long distance customers
for every UNE-P line added

¢ 2003 EPS Estimates are Too High
— We now expect 2003 EPS to decline 1.8%; the Street still forecasts growth

a6 UBS Warbure
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Additional information asailable upon request.
Prices of companies mentioned as of

AT&T Conp 2 1 N/A
Beitsouth Corp 2 BLS N/A
Qwest Communicitions dnternational Q N/A
SBC Commumcations, Ine, 2 sBe N/A
Sprint FON Group 2 I'ON N/A
Verizon Communications 2.57 VY7, N/A
WorldCom Group 1.2 WCOM N/A

LIS Warbarg LLC and/o ome of its altilintes makes a market in the securilics ol this company.

2. LIRS Watharg TLC UBS PaineWebber ne. and/or one of their alliliates has acted as a managedfco manager o placement agent in underwriting
securitics of this company or one o its subsidiarics in the past three years,
ST UBS Warbug :.(._.f. acting as coomamager in underwriting secustes of Verizon Wireless

o UBS Wanrhure
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Regulation pressuring RBOC profits

Il

industry update I
P S A S—

Hold

RBOCs’ core profit center is under se\‘fere attack from compem'lve - BellSouth Corporation
forces. Regulators have reduced UNE pricing such that CLECs are using Gwest Communications
UNE lines 1o penetrate the residential and small business markets. In SBC Communications

cur view, untit UNE pricing becomes more rational, the RBOCs will Verizon Communications

suffer steeper profitability squeezes from CLECs using UNE lines.

» CLEC penetration rising: By the end of 2001, according to the FCC. Bru:e J. Roberts
CLECs accounted for 10.2% of the naton’s 192m switched lines. up +1 212 429 3458
from 7.7% 12 months earher. a 32% increase in market share. Cable bruce.roberts & driw.com
telephony lines are increasing at a slightly faster rate than overall CLEC
lings. By the end of 2001. according to the FCC. cable telephone lines
constituted 11% of CLEC lines (2.2m lines). and 1% of all switched Iines.

William P. Carrier
-1 212 428 3457
wiliiam. carner @ drkw.com

P Lost ILEC profits: ILECs lost 1.5m lines in the last six months of 2001
in the form of UNEs (unbundled network elements) to CLECs, which we
estimate comes to $1bn in lost annualized sales. most of which s pure
profit. In a six-month span. then, after taxes. ILEC bottom lines iost
about $325m 1 net income, and $4.2bn in markel capitalization,
assuming a 13x P/E multipie. The Belis control about 94%, of the nation's
mcumbent access ines. so the RBOCs. primariy through UNE. 18t
S4bn in market capralization in the last half of 2001 The Bells currently
nave a 5220bn eauity market cap. meaning that CLECs concevably
gestroyec 2% of Bell equity value in the M2 2001

> Some CLEC overbuilding: tn H2 01. CLBEs gained 2.4m lines. which
we belleve was created exclusively at the expense of the ILECs. or
19.00C lines per business day. Sorme of these iines are lost 1o cable
telephony or where CLECs build theirr own connections directly 1o
businesses. In such cases, the CLEC has overbuilt. or completely
severed the connection between the {LEC and the customer. removing
the ILEC from 100% of their former revenue stream.

» Ratings: We maintain our Hold ratings on BellSouth Corp., Qwest
Communications, SBC Communications ard Verizon Communications.

PLEASE REFER TO THE TEXT AT THE END OF THIS REPORT FOR OUR DISCLAIMER AN

DISCLOSURES IN RESPECT OF ANY COMPENDIUM REPDRT COVERING SIX OR MORE %Sﬁbfﬁ.éivﬂ
RELEVANT DiISCLOSURES ARE AVAILABLE ON OUR WEBSITE Www OrKwresesrch com OR BY CONTACTING
DRKW RESEARCH DEPARTMENT. 20 FENCHURCH STREET. LONDON EC3F 3D

Online ressarch: www. drkwresearch com Bloomberg. DRXW<GO>
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Regulators are forcing
unprofitable resaie pricing upon
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Investment summary and
conclusion

The concern 1sn't the CLECS: with a weak capital market, and tha techno bubble-burst,
the money CLECs need to build out a local network IS NOT availabie in the public or
bank markets. Ironically, the impact of CLEC competition has never been more
NEGATIVE for RBOCs {we interchange the terms RBOCs and ILECs). Why? Because
the regulators are forang unprofitable resale pricing upon the local industry through
Unbundled Netwark Elements, or UNEs. What are UNEs?

UNEs are network ‘elements’ — swilching. copper lines. data base hookups. fiber
trunks into office buildings, etc., that the RBOC is forced to lease to the CLEC. When a
CLEC uses UNEs INSTEAD of building out its own copper loops. switches, etc., i
avoids major capnat expense, and 'rides’ the RBOCs investments made over
decades. When capital flowed freeiy to CLECs in the 1990s, CLECs took that money
and decided to buitd their own netwarks. At the time that seemed to be a rational
decision: money would be avadabie from Wall Street ‘forever’, and an owned hetwork
would be more profitabie than a ieased one - eventually. Unfortunately for those
CLECs that overbuiit over wide geographic territories, i.e., the “XOs" of the world that
decided there was a business case for a ‘national - local’ infrastructure that served (in
retrospect} way toc many cities. thereby never achieving density — the key to local
profitability - the capital markets dried up. Left. were the liguid competitors to the Bells:
AT&T and MCI (until now), who, over the last two years, have taken up UNE, or
leasing, rather than constructing a second local network, as the means to compete.
WHY?

AT&T and MCI are very concerned apout lesing long distance customers to the
RBOCs. So even if UNE 1sn't as profitable as owning your own netwark. by being able
to offer local service promptly {which UNE enables) and at a decent prolit {which UNE
enables), the long distance carriers can combal long distance customer defection,
making THEIR foray into leasing tocal services more profitable by avoiding lost long
distance revenu.es‘ than an "X0" could have.

»  Hence the recent rapid entry into long distance by the RBOCs has been
accompanied by a rapid expansion of the use of UNEs by CLECs, principally
ATAT and MCI

P States rule over the Feds on Iocal telephony States have been widening the
UNE discount - 10 the detriment ot the RBOCs - as a quid pro quo 1o RBOC
long distance entry. Local profil margins are much fatter {45%) than long
gistance margins (25%). so the current trade-off is a loser for the SBOCs.

2 ¢\ Dresdner Kienwort Wassersten
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The regulators may atlow three
to tour vertically ang
honzontally integrated
provicers

P The discoun: has caused much more rapid CLEC UNE use. This was seen
most recently :n California. where the CA PUC has recentiy ruied that S3C can
provide long aistance (SBC still must apply at the FCC) In tne case ot CA.
AT&T got lower UNE rates BEFORE SBC was abie to get into long distance
causing a timing-engendered loss as weil.

Which regulators? Well, first the FCC. which took the 1996 Act that did not specify
particular UNEs or what price they should be made available at. The last FCC made a
long iist of UNEs and set severe discount 'frameworks’ 10 those UNEs. Then the states
got into the act by setting the actual UNE rate. 1.e., the discount from retail rales
oftered to an RBOC's customers. These discounts can be as high as 65%' At the
margin. such revenue loss. accompanied by continued network costs. results in almost
one-ior-one profit loss — thus, the UNE is highly profit-destructive.

The only saving grace is that MCI has senous financial difficulties, and could be forced
to abandon its UNE expansion program - to the Bells' benefit. In addition. AT&T, which
is 1 much better financial shape, and can, we estimate, survive on its own for years.,
couid be bought out by a Bell if the current telecom melidown continues. In other
words, the reguiators — the FCC and DOJ - may aliow the oligopotization of the
telecom industry, where there are three 10 four vertically and horizontally integrated
providers. That is. three t0 four oid Ma Bells,

P Forinvestors, we believe that the Bells are trading near historically low multiples of
EBITDA, which 1s the most imponant barometer of vaiue, in our view. However,
UNE is, at the margin. so value destructive. that we would be HOLDERs, if and
until the regulators become more realstc. And if they don't, shareholders might be
rewarded by a severe downsizing of MCl and/or absorption of AT&T by a Bell.
Conciusion: Hold

bt
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45 of CLEC lines served
resipential ana small business

——

markets

“The cream skim” — business,
population density and
demographics

The current compettive poicies favor nch residential customers. iarge busmesses and

states with greater population density.

According to the FCC. 55% of CLEC lines served medium and large businesses and
government customers. In contrast. just 23% of ILEC lines served such customers.
Conversely, 45% of CLEC lines served residential and smail business markets,
while over 75% of Bell lines served lower profit residential and small business
lines. Businesses and government offices are more densely packed. and spend more

per access ling than residents

Thus. the ILECs are left holding the 'bag’ — serwing more of the costly (read:
geographically dispersed; and {ower paying hne base. We view the ‘cream skim’ as
one of the most cormpeliing argurnents that local competition regulation is destructive

and illogicat.

Year-end 2001k CLEC line composmon

Figure 1: CLEC access lines. 1999-2001 o
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The goal of the 1996 Act was to
create the environment for Jocal
- competilion. NDt Create local
i cormpetition

 § Cable telephony penetration is
increasing even faster than
1 overalt CLEC penetration
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Overbuild: 33%, but in key sectors much lower

Of the 232 overbulld percentage. we estimate that unaer 5% of resigenuai imes are
overbuilt ines. We believe this 1s a fe/ing statishic and perhaps the most imponant in
this report. In the US at year-end 2001, there were 134m resigentia’ and small
business access lnes. The majority of overpuilt lines are business lnes. with a
concentration on medium and large sized businesses. Our view 15 that the current
rules forcing RBOCs to resel! tocal lines 10 CLECs at very deep discounts are oft
course. The goal of the 1996 Act was to create the environment for local
competition, not create local competition. Aithough seemingly subtle, this i1s a huge
dispnction. The wgea 1s thal 1o DProguce New, exciting services angd pncing programs
requires a compettor 10 provide new. exciting services. How can that occur if the
CLEC is reseling the RBOCs’ service? With only a 33% overbuilding rate, the desired
outcome of the Act is unaccompiished. The idea was to give the CLECs a means to
build customer scale upon which they could then justdy building their own network,
since this 15 an ndustry of scale. In point of fact, the growth in UNE tnes s
accelerating. despite the fact that the base of GLEC customers i1s also expanding. With
UNE, the CLECs are merely behaving as raticnal decision makers. If #'s cheaper and
less risky to resell rather than build. then resell is the answer. Unlike the long distance
industry, which 18 less ot a natural monopoly since it takes just severaibn dollars and
two to three years to build a national network. except for the cream of the business
market and the cream. 1e.. demographically des:irable {read: rich homeowners who
can buy many services) resigental market. a new national local netwark s unlikely to
emerge. We won't get inte "what ifs.” but under a more rational tocal competitive
framework, overbuilding might have occurred to a greater extent.

Sinking the sunk costs

Overbuilding erases any revenue contribution from former customers or prospective
customers that would have used a Bel! if an overbuilding CLEC wasn't around. It fully
‘strands’ the ines” assets The business base is easier to overbuild because they are
located in office buldings ang otherwise packed more gensely. So the 'cream skim’
has been accompanied by the "cverpuild " That 1s. for years. CLECs such as Time
Warner Communications. AT&T Business and WordCom's MFS (although we behieve
cne of WCOM's downfall was its inabiity 1o 1everage the MC! long distance base and
‘backsell” an MFS local product intc i} have been buwiding theirr own trunks into
business locabons. enther tully bypassing the iLEC. or perhaps renting mimimal network
subsegments s3Bh as the last ink Into a buwiding. Now, cabie telephony is copying the
CLECs on the residentiat side. By piggybacking onto the cabie telewision netwerk, they
found an econoruical way to overbuild the less gense residential base, a danger 1o the
Belis that have concerned us tfor some tme. FCC staustics show cable telephony
penetration increasing even faster than overall CLEC penetration, and AT&T
Broadband reported 1n Q2 02 that. for the first uime, its caple telephony operations are
EBITDA-positive, validation that a means to ‘crack’ the natural monopoly in the local
residental market exists it shll takes a lo longer to deploy a cable telephony line than
a UNE line. Thus. cable telephony is probabiy impacting residential ines’ margins, but
not taking significant market share yel
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UNE-P lines ac¢ 20 -40
points of gross marginto a
| CLEC

UNE-F has maoe it possibie for
AT Tano MCI to compete in
the resigential arena

UNe-P: the Un-Protit

The bottom ing 1s tha! compeition comes i two flavors: reseling the S80Cs netwerk
or overbuilding. The Bells argue tnat low UNE rales. wnicn gan force an R30C 1o
resell a local lime 10 &@ CLEC such as MCI "Neighbornocd™ for as muzh as 70% off of
retaii, aren’t so bad because they at leas! provige some revenue aczross a =g" fixed
cost structure. Also. since the line is deployed already (sunk cost;. and only mimimal
cash 15 required to operate that iine. an RBOC would select UNE to overburaing as the
iesser of two evils. We agree. However, with overbuilding now taking piace in the
business and residental ends of the locai market. we expect that the value of the
RBOCs' piant. 1.e.. their sunk costs. are falkng. and that plant write downs loom.
Again, the overbuilding 1s concentrating in the large business arenas and will acout tor
plant that serves large businesses. not the residential market.

Resale: 22%, down from 43% two years earlier

Resale is uneconomical for CLECs. so they are dropping resale lines or changing them
to a UNE-P "Iines” regime. which are functiorally equivalent. but add 20%:-40% points
of gross margin to a CLEC.

Figure 2: UNE vs. resold lines. 1995.2001
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UNE: 47% (3A% at YE 1999) — erased 2% of bell equity?

The UNE platform 1s growing rapidly in use. To the CLEC the only difference between
reseling and UNEs s the cost. In fact. UNE (s nothung maore than resaie with 2-3x the
discount. which comes to a 35%-60% discount. UNE-P has made it possible for ATAT
and MCI to compete in the residential arena Because it 15 toc costly 1o build cut less
dense residental networks. UNE-P resale {and cabie telephony overbuilding) are
Deng used 1o penetrate the residential and smail business marke! Accerding to the
FCC. CLECs served 4.6% ot thase markets at the end of 200C. and 6.6% of such
markets by year-end 2001, There were 9.5m UNE loops at year-end 2001, up from
8m six months earlier. About 61%. or 5.8m nes, were UNE-P lines that included
switching, and the rest (3.7m) were UNE loops, where the CLEC jus! leases the

6 £ Dresgner Kienwort Wassersion
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The UNE-P platform will be

instrumental in enabling AT T

¥ te reach its goal of  10bnin

annual business local revenues

4 -

RRL SRR miin R LR —

in five years

copper logp. and proviaes the other network elements. UNE-Loops cause the iargest
revenue loss under the loca! wnoiesale scheme. However, UNE jocp sales Snouig

ameliorate, 1N Our VIew.

ILECs lost 1.5m hines in the iast six months of 2007 in the form of UNEs tc CLECs,
which we estimate comes to $1bn in lost annuakzed sales, most of which 1s pure profit.
In a six-month span. then, after taxes, ILEC bottom lines lost apout $325m in net
income. and 54.2bn 1in market capitalization. assuming a 13x P/E multiple. The Bells
control about 94% of the nation's incumbent access hnes, so the RBOCs. primanly
through UNE. lost S4bri in market capitahization in the last half of 2001. The Bells
currently have a 5220bn equity market cap, meaning that CLECs conceivably
destroyed 2% of Bell equity value mn the secend half of 2001, assuming our estimates
are reasonable and that the market actually "made” this observation and tactored it into
stock prices. There's no assurance RBOC stocks didn't decline due to other reasons,
and that the UNE-P 1ssue has yet to be factored into the stocks.

Case study: AT&T UNEs

AT&T's new senior management states that the UNE-P platform is expected 1o be as
successiul in penetrating the business market as it has been in the residential market.
Today. T has some 3.2m local Iines. of which 500.000. or 15%. are UNE-P-based.
That percentage wili increase We estimate that the UNE-P piatform will be
instrumental in enabling AT&T to reach its goal of $10bn in annual business local
revenues in five years. Note: it takes T about two years for UNE-P, on its own, to
breakeven. excluding the positive impacts of bundling long distance with UNE-P.

From a macroeconomic point of view there are several concerns with the UNE-P
system:

P It's a policy-stimuiated transter of wealth (from sharehpiders and employees to
consumers). rather than being left to marke! forces.

» in the longer-term. it could rob consumers ol advanced services that require the
RBOCs plentiful cash flow to fund

P Asset wnte-downs will cause stock-shock and a shock to the telecom 'supplier

system.

UNE is a creaton of the pricr FCC administration. Only network elements such as
swiiching. locai lcop costs and other vanious network elements were required under
the 1996 Act 10 be soid at reasonaple discounts 10 the CLEC. The FCC decided that
the ILECs were required 1o "rebundie” these elements and sell them at much steeper
giscounts than plain resale. Plain resale was required by the Act as well. The price was
fo be the retail price charged by the Bell iess avoidable costs such as seling costs.
That was interpreted 1o mean a 20°%-25% discount 1o retail. However, the CLECs
gidn't have any margin left over for a profil. We're not sure, however, that profit was
reguired by the Act. At the end of the day. the spirit of the Act was to deliver a
mechanism to jumpstart local competition, and we interprat that to mean to develop a

7 £\ Dresdner Kiemwon Wasserstan
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Wireless gispiacement 15 npt
oniy affecting primary access
lines. but s having a
gevastating effecton RB G
second lines

mecharusm to allow compeiiters to build up a large encugh base of cusiomers - etner
through UNE elements or resale to THEN justify building their own network

Regulators forgot to notice that wireless is local
competition, t00

in its July 2002 Local Telephone Compettion repon, the FCC reported that US
wireless subscribers increased from 78.7m at year-end 1999 to 122.4m by year-end
2001, or a 23.9% CAGR. With wireless carniers oftering big bucket minute pians
including features like Caller 1D and free roaming, wireless phones are replacing
landlines for many consumers. As wireless companies continue to build ou! therr
networks and improve service gualty, wireless displacement wili increasingly aisplace

RBOC iandines.

Wireless displacement is not only affecting prnmary access Iines, but 15 having a
devastating etfect on RBOC second lines Second line growth for the RBOCs s
dechning rapidly, primarity as a result of wireiess displacement of these second hnes.
For exampie, BLS reported a Q2 02 second line YoY growth decline of 10.6%. while
SBC's second Ines aechned B8.7% YoY in Q2 02. Histoncally, second hnes have
increased as _moch as 15%-20% YoY. and just two quarters ago we estimate that
these second line were dechning approximately 5%. If we estimate that the RBQOCs
combined tor 17m second lines at year-end 2001, and each second line generates §5
per monih with a 65% EBITDA margin, then SE33m of EBITDA was generated from
RBOC second lines in 2001. This S633m of EBITDA s in danger of being reduced by
10% per year, pnimarily due to wireless displacement.

End result

$1.4bn decline over last year
Figure 3: RBOC local wireline

Revenves {30005} o1 az o aIm 04 01 o102 0z 02
Ve CERC joleiox] C 666 "CEac 10474 10 488
YoY growt 2 9% <3 -1 8%, 3 6% -4 1% -4 4%
SBC 12713 "0 334 10201 L 043 tre o 73y
Yoy growtn £ 0% 3 6% 1 0% 150 3 3% 5 8%
BL5 4617 L7z 4733 4757 4614 4.586
YoY growth 30% I6% & €% LIPS € 0% -2 B%
o 3577 3620 3637 3706 3 468 3434
Yo¥ growtr b na ra na na 3 0% £ 1%
Total 2c 222 2° £2% 26 237 25 045 28 337 2B 225
YoY growlh 3 7% 2% C a2, -1 3% -3 0% 4 7%

Source Verizon SBC Communcanorn: Jwds! Hel'Sgulr
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Reguiators have moves to an
active stance 10 recesign the
ingustry
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Regulators hurting consumers in long run

The combination of very effective ioboying on the pan of small anc large {reac. AT&™]
CLECs. and a democratic FCC {thought to be fnendiy to long distance ana CLECs, not
RBOCs) prodded the FCC to create the UNE-Piatiorm, or UNE-P. The FCC ceniaed
that UNEs shouid be priced at a theoretical level, tnat 15, what would 1t cost tor a brand
new locai network to add an access hne The assumptions include state-of-tne-an
networks througnout. and perfect capital and man-hour deployments. In other woras,
we believe these are imagmary. non-histenc: tnerefore, sn our opinon, this s an
unreascnable way to regulate an industry. Another related issue 1s that of regulation
altogether. In the 10 years of covenng this industry, regutators have. 1n our view, taken
an exponentially more invoived role in the “day-to-day” gecisions about pricing.
mergers, service ofterings. inter-carner relationships. etc. than before the 1996 Act. It
wasn't supposed to turn out that way. Reguiators have moved 1o an active stance to
redesign the industry. from a passive stance where carriers knew the rules and
operated free/y within them. They knew what therr returns would be, and didn’t have to
make the very risky types of investments RBOCs have made i the past few years 1o
compensate for the loss of growth in the core business that has destroyed sharehoider
value. On top of that the regulators have had the nerve to regulate the newer high-risk
capitat return projects such as DSL. Now every carner move is scrutinized by a state or
FCC heanng. sicwing down the communications revolution of the late 1890s. (n the
shor run. the consumer wins with these anuficially lowered local rates. in the long term,
the consumer wili suffer as ILECs cut their capital budgets by 30%., which wili produce
tewer services. more network outages. and crummer customer service. The regulators
don't understand that the local industiry, unlike the long distance industry. is the closest
thing in telecoms to a "natural” monopoly. Wireless, long distance and undersea
networks cost less per DS-0 to bulld. and are constructeo in a matter of months or a

year or two. nol the many years it takes 1o build a local landline network.
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Figure 4: Dresdner Kleinworl Wasserstein RBOCs earnings universe
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